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CARBON OFFSET SYSTEM

A. Introduction

In line with the federal government’s long antidigdh
implementation of national climate change initiagy
Canada’s Environment Minister Jim Prentice has mge
provided new direction to Canada’s offset systenough
the release of two draft guides. These documerusige
details for those looking to enter the carbon maiked
describe the government’s plan for the certificatiand
issuance of offset credits for greenhouse gas tihsc

This important development in Canada’s efforts to
reduce greenhouse gas emissions occurred Jun®d®,a3
Minister Prentice announced that the Federal Gowent
will be moving forward with its Offset System for
Greenhouse Gases. The system represents a sighifica
advance towards finalizing Canada’s domestic regofa
framework for greenhouse gas emissions and edtaigis
Canadian carbon market.

Such a system will establish tradable carbon eatid
a forum in which businesses and individuals can aog
sell carbon credits for use in voluntary or regedbsystems.

For example, those companies subject to greentgasse
emissions regulations will be able to purchaseetftsedits
on the carbon market for use in compliance withirthe
regulated targets, while small businesses, indal&land
even travellers who do not have a legislated campk
requirement, but who wish to voluntarily offset ithe
greenhouse gas emissions, will also be able toicand
utilize carbon offset credits.

Offset credits will be issued to project proponemighe
basis of individual projects after meeting the natody
requirements.
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Apart from encouraging cost-effective

domestic greenhouse gas reductions in areas that

will not be covered by planned federal
greenhouse gas regulations, such as the forestry
and agricultural sectors, potential offset projects
could vary considerably, ranging from new
forest creation to methane capture.

Nevertheless, though plans to move forward
with the development of the Offset System are
beginning to set, the scheme’s logistics have yet
to be finalized. In August, 2008 a draft guide
proposing the rules and guidance to quantify
greenhouse gas reductions for projects in
Canada's Offset System was published in the
Canada Gazette. This was followed by the June
12 release of two more draft guidd®rogram
Rules and Guidance Project Proponerdaad
Program Rules and Verification and Guidance
for Verification BodiesThese contain proposed
rules and guidance on the requirements and
processes used to approve projects, generate
offset credits, and verify the eligible greenhouse
gas reductions achieved from a registered
project. Interested parties will have 60 days to
comment on these guidance documents and all
three Offset System guides are expected to be
finalized by fall of 2009. Though the details will
remain uncertain until such time, the guides
undoubtedly provide increased insight into the
future Canadian Carbon Market. The contents of
these guides are reviewed below.

B. Program Rules and Guidance for
Project Proponents

Established under Section 322 of the
Canadian Environmental Protection Act, 1999
and representing one tonne of greenhouse gas
emissions reduced or removed from the
atmosphere, offset credits will be issued for
eligible project-based greenhouse gas reductions
and removals.

Becoming eligible to receive such credits
will involve completion of four main project
stages as described in tReogram Rules and
Guidance for Project Proponentslocument:
project registration, project implementation,
verification and reporting of GHG reductions,

and certification and issuance of offset credits.
The guide also includes instructions for
satisfying all necessary registration, reporting
and  verification documentation.  After
completing these stages and submitting an
application to the Offset System indicating that
the project meets the criteria for participation in
the system, an offset credit may be awarded for
the project. The components of these stages are
described below.

1. Project Registration

At this stage of the offset credit creation
process the person seeking project eligibility,
the “Proponent”, prepares and submits a Project
Application Form for registration. To do so, the
Proponent must first make its own assessment of
the project’s eligibility to generate offset cregit
and ensure that there is an approved Offset
System Quantification Protocol available for its
project type. In the event that no such protocol
is available, the Proponent may consider
developing a new Offset System Quantification
Protocol through the procedures laid out in the
Program Rules and Guidance for Protocol
Developers

After completing this initial assessment, the
Project Proponent must use the eligibility
criteria and an approved Offset System
Quantification Protocol to prepare the Project
Application Form. This form will contain a
description of the project and how it intends to
reduce or remove greenhouse gases;
demonstrate the applicability of the baseline
using the most recent Offset System
Quantification Protocol; and provide all other
relevant documents and evidence as required.

Where indicated, Proponent must supply
evidence to support the information provided in
the Project Application Form. Upon completion,
the Project Proponent will submit the Form to
the Minister of the Environment (the
“Minister”) for review. The Minister ensures
that the documentation is complete and makes a
preliminary assessment that all Offset System
eligibility criteria are likely to be satisfied the
project proceeds as per the application. If, in the
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Minister’s opinion, the Form is incomplete, a
maximum of two Information/Revision Requests
may be issued to which the Project Proponent
will have 15 days to respond. If after this time,
the application remains incomplete, the Minister
will refuse the project. Conversely, if the
information contained in the Project Application
Form is sufficient, it will be posted on the Offset
System website for thirty days of public review
and comment.

Ten days after the end of the review period,
the Proponent must prepare and submit a Public
Comment Report, and if necessary, an amended
Project Application Form addressing the
comments. Once the Minister is satisfied that all
such comments have been adequately addressed,
and the initial determination of the project’s
eligibility to participate in the Offset System is
positive, the Minister of the Environment may
accept the project application and it is registered
as an offset project. The Minister will however,
continue to evaluate public comments received
throughout the registration period that relate to
the entitlement of the Project Proponent to
offset credits.

All project related information submitted to
the Minister will remain publicly available for
the duration of the registration period. Project
registrations will last eight years with the
possibility of renewal in certain situations.
Projects will then be able to receive offset
credits for the time, in the registration period in
which it is achieving reductions or removals of
greenhouse gas emissions eligible in the Offset
System.

The guide also allows Proponents to
aggregate similar offset projects or bundle
projects with similar elements so long as each
sub-project satisfies all Offset System eligibility
criteria. Aggregation allows a group of project
developers working on projects of the same
project type (i.e. using the same Offset System
Quantification Protocol) to submit all of their
projects as a single project. Each individual
project is then a sub-project of the aggregated
project. Similarly, bundling allows a Project
Proponent to bundle together projects that share

a common element, such as project location,
data set, or baseline, and submit them as one
project. Individual elements such as locations,
timelines, Offset System Quantification
Protocols, and baseline identifications must still
be provided for each sub-project.

(a) Assessing Project Eligibility
There are six eligibility criteria that
greenhouse gas reductions must satisfy to

become an offset project and be eligible to
receive offset credits. They are:

1. Scope: The greenhouse gas reductions
must occur in Canada and the project must
achieve reductions in one or more of the
following greenhouse gases as set out in
Schedule 1 of theCanadian Environmental
Protection Act, 1999: carbon dioxide (CO2),
methane (CH4), nitrous oxide (N20),
hydrofluorocarbons (HFCs), perfluorocarbons
(PFCs), and sulpure hexafluoride (SF6).

2. Real: A project must include one or
more specific and identifiable actions that result
in a net reduction of greenhouse gases so as to
indicate that reductions and removals are real.

3. Incremental : The offset project must
be incremental in that reductions must exceed
government defined baselines and reductions
from legally mandated actions, and must also be
beyond what is expected due to the receipt of
climate change incentives. The project must
have started to achieve reductions in greenhouse
gases on or after January 1, 2006 and only
reductions occurring on or after January 1, 2011
will be eligible for offset credits.

4. Quantifiable : The offset project must
be quantifiable in that the greenhouse gas
reductions achieved from an offset project must
be quantified as specified in an Offset System
Quantification Protocol for the project type.

5. Verifiable : The offset project must be
verifiable, meaning that quantification of project
reductions or removals must be accurate,
transparent and replicable, and the raw data and
other supporting documentation required to
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verify the quantification, must be made
available to a third party in the future.

6. Unique : The greenhouse gas
reductions must be unique in that it may only be
used once to create an offset credit and cannot
be used or sold in another mandatory or
voluntary system or program.

2. Project Implementation

After registration, the project must be
implemented and monitored in accordance with
the procedures set out in the Offset System
Quantification Protocol identified in the
accepted project application. The methods for
calculating and reporting greenhouse gas
removals and reductions from the offset project
as well as data quality assurance and record-
keeping procedures are also laid out in the
designated Protocol. Compliance with these
measures is required to verify and receive offset
credits for the project's greenhouse gas
reductions and removals.

There may be times during the life of the
project where maintenance or repairs prevent
the Proponent from adhering to the accepted
monitoring procedures. At this time, the
contingency measures specified in the Offset
System Quantification Protocol must be put in
place or the Project Proponent will not receive
offset credits for the reductions or removals
achieved in the maintenance period.

In addition, any changes to the project as
described and documented in the registered
Project  Application Form must  be
communicated to the Minister before the end of
the reporting period by means of an updated
Project Application Form. These will be posted
to the Offset System website for a 30-day public
comment period after which the Project
Proponent must prepare and submit a Public
Comment Report like that undertaken during
project registration. The Minister will not certify
offset credits until satisfied that relevant public
comments have been addressed and the project
as described in the updated form remains
eligible to participate in the Offset System.

3. Verification and Reporting
Requirements

Before requesting offset credits for
reductions or removals achieved from a project,
Proponents must fulfill data maintenance,
verification, and reporting requirements. This
includes preparing a Greenhouse Gas Assertion,
along with a Project Monitoring Report and
supporting documents, and having them verified
by an eligible third-party Verification Body.

The Greenhouse Gas Assertion details the
actual performance of the project over the
reporting period and serves as a declaration by
the Project Proponent that the reported
greenhouse gas reductions or removals achieved
by the project are accurate and supported by
sufficient and appropriate evidence. The
document also confirms that the project fulfills
the eligibility criteria for the Offset System as
specified in theProgram Rules and Guidance
for Project Proponents and that it was
implemented in accordance with the Offset
System Quantification Protocol.

Supplementing the Greenhouse Gas
Assertion, Proponents must also generate and
submit a Project Monitoring Report that
summarizes the evidence and supporting
statements in the Greenhouse Gas Assertion and
demonstrates conformance with the project
monitoring and data management procedures
stipulated in the Offset System Quantification
Protocol. The Report is an important tool for
consideration by both the Verification Body and
the Minister who use it to understand and assess
the implementation of the monitoring and data
management requirements in the Offset System
Quantification Protocol, and to evaluate the
accuracy of the Greenhouse Gas Assertion.

Once completed, the information and
statements contained in these documents must
undergo verification by an accredited third party
Verification Body as defined by thBrogram
Rules for \Verification and Guidance for
Verification Bodies This Body will plan and
execute the verification and upon completion,
issue a Verification Statement expressing a
conclusion as to the accuracy of the Greenhouse
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Gas Assertion and the compliance of the project
activities with the requirements in the Offset
System Quantification Protocol and the Offset
System eligibility criteria. To do so, it will
require the Project Proponent to provide access
to a various number of documents, key
personnel, the project site, raw data, and
records.

The Verification Statement, Greenhouse Gas
Assertion and Project Monitoring Report must
then be submitted to the Minister within one
year of the conclusion of the reporting period.

During every eight-year registration period,
there will generally be a number of reporting
periods, each of which pertains to the time
covered by the verification. These periods must
be contiguous and must not span more than one
registration period. Most projects will require
the first reporting period to end no later than one
full calendar year from the start of the crediting
period or after the first 100,000 tonnes of
greenhouse gas reductions have been achieved,
whichever point is reached first.

The Minister reviews the Greenhouse Gas
Assertion for completeness and consistency. If
there has been a positive conclusion in the
Verification Statement, the Minister may accept
the Statement and issue offset credits. However,
a positive conclusion does not ensure that offset
credits will be issued and Ministerial discretion
may result in a refusal to issue credits even in
light of a positive verification. If the Verificain
Statement is incomplete or insufficient, the
Minister may issue a maximum of two
Information/Revision Requests to Project
Proponents who will then have 15 business days
to respond. Once certified, the Minister will
issue offset credits, and the Greenhouse Gas
Assertion will be posted on the Offset System
website.

In the case of biological sink projects whose
Verification Statements have not been accepted
or have received adverse conclusions, the
Minister may also assess whether a reversal has
occurred. These will be evaluated on a case-by-
case basis and may involve the imposition of
additional project conditions for future reporting

periods. If a reversal has in fact occurred, the
Project Proponent will be informed in writing of
this decision and will be instructed to replace an
amount of credits equal to the magnitude of the
reversal in their account in the tracking system.

4. Certification of Reductions and
Issuance of Credits

During this stage, the Minister reviews the
submitted Greenhouse Gas Assertion, Project
Monitoring Report and Verification Statement to
ensure that they are complete and consistent
with ISO 14064-3 requirements. If the 13
certification conditions described in the
Program Rules and Guidance for Project
Proponentsdocument have been satisfied, the
Minister may certify that the issuance of offset
credits should proceed.

The Minister will then issue a Certification
Report indicating the number of offset credits to
be deposited into the Project Proponent’s
account and this will be forwarded to both the
Proponent and the tracking system. Lastly, the
Minister will deposit the appropriate number of
offset credits accordingly, each containing a
unique serial number, and the Greenhouse Gas
Assertion will be posted on the Offset System
website.

(a) After Credit Issuance

Once offset credits are issued, Proponents
are required to maintain all appropriate
documents and records on file pertaining to the
project for a minimum of eight years past the
end of the registration period. These must be
provided to the Minister upon request. In
addition, the Minister reserves the right to
review and audit offset projects during the eight
year period.

Mutual notification requirements also exist
in the eight year period: Project Proponents
must notify the Minster of any errors discovered
in the credit issuance and similarly, the Minister
must report any identified errors to the project
proponent in writing.

After notification or discovery of an error,
the Minister may issue up to two
Information/Revision Requests to the Project
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Proponent and based on this information, assess
whether the affected Greenhouse Gas Assertion
and Verification Statement can be revised or if
entirely new documents must be drafted instead.
The Proponent will have an opportunity to
respond to this decision and the Minister will
consider any comments received before issuing
a final decision. Where new documents must be
drafted, the project proponent must also arrange
for re-verification in accordance with the
notification provided by the Minister. If for any
reason the Greenhouse Gas Assertion cannot be
re-verified, or the offset credits were issued in
error, the credits will remain valid but the
Project Proponent will be required to cancel an
equivalent number of credits that are accepted
for compliance with the regulations from its
account in the tracking system within the
timeframe and in the amount specified by the
Minister.

(b) Biological Sink Reversals

The process for the certification and
issuance of credits for biological sink projects is
largely comparable but differs in certain ways.

For instance, offset credits issued for
biological sink projects have a 25-year liability
period during which carbon must be stored
following the end of the final reporting period.
Proponents must confirm the maintenance of the
carbon storage over the liability period by
submitting evidence and certification statements
to attest that no reversal has taken place and that
the carbon storage has been undertaken in
accordance  with the Offset System
Quantification Protocol. These certification
statements however, need not be verified.

If a reversal has in fact occurred, the
Proponent will be advised in writing and
required to replace all previously issued credits
with an equivalent number of credits from its
account in the tracking system that have been
accepted for compliance by the regulations. This
is also the case if a Proponent fails to submit a
certification statement before or during the 25
year liability period. This procedure differs from
non-sink projects whose credits must be
cancelled instead. Additionally, to mitigate the

risk that a biological sink Proponent will be
unable to replace offset credits if a reversal
occurs, Proponents must apply a set discount
factor to the greenhouse gas removals achieved
from the project.

(c) Re-registration

At the end of the eight year registration
period, offset projects will generally be
permitted to re-register once for an additional
eight years using the same procedure as the
initial registration. However, registration
periods must be contiguous with no gap in time
between them. Agricultural sink projects will be
able re-register twice, with the potential to earn
offset credits for a total of 24 years, while fdres
sequestration projects will be allowed to earn
offset credits for five registration periods or a
total of 40 years. Avoided and reduced
deforestation projects, however, will only be
permitted to re-register once.

C. Program Rules and Verification
and Guidance for Verification Bodies

The verification process is designed to
assess the validity of statements made by a
Project Proponent in a Greenhouse Gas
Assertion relating to reported greenhouse gas
reductions or removals from a registered offset
project. The assessment takes place after the
project has been implemented, carried out, and
documented and the result is a formal written
conclusion from the Verification Body that
assures the Minister of the completeness and
accuracy of statements contained in the
Greenhouse Gas Assertion. Only after this
Assertion and corresponding Verification
Statement has been reviewed and accepted by
the verification body and submitted to the
Minister may offset credits be issued.

The Program Rules for Verification and
Guidance for Verification Bodiesupplements
the above guide and provides the rules,
requirements, and processes for third- party
verification bodies that verify the eligible
greenhouse gas reductions or removals achieved
from a registered project. This includes
evaluating Greenhouse Gas Assertions and
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Project Monitoring Reports. The guide also
provides the objectives, standards, and
principles for verification applicable to all
project types in the Offset System, as well as the
eligibility requirements for Verification Bodies
wishing to conduct verifications.

Because the Program Rules govern the
verification activities and personnel conducting
verification activities for the Offset System, the
Verification Body and Project Proponent must
comply with these rules at all times. Moreover,
the Project Proponent is ultimately responsible
for ensuring that the Verification Body complies
with the Program Rules in order to be eligible to
receive and maintain offset credits.

D. Conclusion

With many developments still to come on
Canada’s climate change front, it is clear that a
Canadian Carbon Market is far from maturity.
Nevertheless, these draft guides provide
significant insight into the nature of the
proposed Offset System and the mechanism by
which it will function to reduce greenhouse gas
emissions in Canada.
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Davis LLP's national Climate Change Law Practiceur
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